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KEY ECONOMIC INDICATORS 


Estimated 
1986 


Domestic Economy 
Population (year-end, millions) 
Population growth (% change p.a.) 
GDP in current US Dollars (billions)1/ 
Per capita GDP, current US Dollars 
GNP in current US Dollars (Est.) 1/ 
Real GDP Growth (% change p.a.) 
Consumer Price Index (% change p.a.) 
Money Supply (M-1) (% change p.a.) 


Production and loyment 
Labor force Gara millions) 
Unemployment (% of workforce) 
Industrial Production (local 
currency base 1970=100; % change p.a.) 
Govt. Financial deficit (% of GDP) 
Gross fixed capital formation (% of GDP) 


~l 
* 


> 
OWN OO AN © 
° 


au 
aed ocd wes 
oor Ww 
ee ee ove ¢ 
co OntIOn © UI 


e 


Balance of Payments ($ billions) 
Exports (F.0.B.) 


Imports (F.0.B.) 

Trade balance 

Current-account balance 

Foreign Direct investment (new) 2/ 
Capital Account 

Errors and Omissions 

Foreign Exchange reserves (year-end) 
Foreign debt (year-end) 

Debt/exports ratio 3/ 

Debt /GDP ratio 

Int./Exports ratio 4/ 

Int./Coverage ratio 5/ 

Average controlled exchange rate 611.35 
Average free exchange rate 310.28 637.86 
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Foreign Investment (Authorized $ billions) 
Total (cumulative) 
U.S. (cumulative) 
U.S. Share (percent) 


U.S. Mexico Trade ($ billions) 6/ 
U.S. exports to Mexico (F.A.S.) 
U.S. imports from Mexico (C.I.F.) 
Trade balance 
U.S. share of Mexican exports (%) 
U.S. share of Mexican imports (%) 


Principal U.S. Exports (1986): Auto parts, electronic tubes, electrical switches, cffice 
machinery components, soybeans. 


Principal U.S. imports (1986): Crude petroleum, automobile engines, coffee, other automotive 
parts, 


At average "free rate" for year; decline overstated in dollar terms 
Includes investments through debt-equity swaps and capitalizations 
Year-end debt/exports including services 

Exports including services 

Current account-interest payments/interest payments 

Based on U.S. data 





Ils i986 Summary and Overview 


Mexico suffered a severe economic and financial crisis in 
1986. The economic slowdown in 1985 turned into recession in 
1986 as falling international oil prices led to a sustained 
decline in petroleum and petroleum product export revenues 
amounting to $8.5 billion (6.5 percent of GDP) by the end of 
the year. Initial estimates for 1986 are that GDP fell by 3-4 
percent, the public sector financial deficit reached 
approximately 16 percent of GDP, and inflation accelerated to 
almost 106 percent. The principal good news was that the 
country's balance of payments and international reserve 
positions showed better than expected results. In addition, 
the government initiated a successful debt-equity swap program 
to attract investment into the country. 


Because little new foreign credit became available for most of 
the year, the public sector deficit was financed almost 
entirely through internal borrowing--in large part from 
individuals and the banking system. Heavy government borrowing 
crowded out non-government borrowers and boosted interest 
rates: credit to the private sector fell 26 percent in real 
terms and effective interest rates rose to as high as 145 
percent. As a result, the construction and manufacturing 
sectors joined the petroleum sector in recession and industrial 
production fell an estimated 5.5 percent. 


During the first part of 1986 the Mexican government cut public 
sector expenditures and accelerated exchange rate devaluation 
to encourage non-petroleum exports. As the full impact of 
falling petroleum revenues became more clear, however, a new 
strategy embodied in the Program for Recovery and Growth (PAC) 
was adopted. The PAC sought a way out of the crisis through 
moderate, public investment-led economic growth in a financial 
Climate stable enough to allow private sector expansion as 
well. A cornerstone of the program was substantial new foreign 
credit to offset the severe decline in export revenues. 


After arduous negotiations with its external creditors and the 
IMF, Mexico reached agreement on a path-breaking, growth- 
Oriented $12-$14 billion financial package in the second half 
of 1986. The policy plan focuses on the medium term and 
contains novel mechanisms that effectively link incremental 
disbursements to developments in the oil market and domestic 
economic activity. A “critical mass" of foreign commercial 
bank commitments (i.e., 90 percent of the commercial bank 
portion of the package) was achieved in late November 1986, but 
progress toward 100 percent support from these banks has been 
slow. By the end of 1986, only modest amounts of net new 
foreign credit--mainly from multilateral financial 
institutions--had actually been disbursed. 
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Since mid-1986, the government has been engaged in a delicate 
macroeconomic balancing act. On tne one hand, it nas pursued 
policies intended to pring about enduring structural changes in 
the economy. The exchange rate has been kept extremely 
competitive, trade liberalization has been undertaken 
(including accession to GATT in August), interest rates have 
generally been kept positive in real terms, government 
Subsidies and price controls have been reduced, the monetary 
aggregates have grown less than the rate of inflation, and 
prudent fiscal policies generally have been followed. Tnese 
policies bore fruit: non-oil exports rose 30 percent, as much 
as $1.5 billion in private capital was repatriated, gross 
international reserves rose a modest $500 million to reach $6.3 
billion, and, most importantly, hyperinflation was avoided. On 
the other hand, exchange rate depreciation and price decontrol 
fuelled inflation and high interest rates and credit scarcity 
accentuated the economic downturn. 


The government estimates that in 1987 real GDP will grow 2-3 
percent, consumer prices will rise 70-80 percent, the public 
sector financial deficit will fall to 13.8 percent of GDP, and 
the real exchange rate will remain constant or appreciate 
slightly. Real financial savings are projected to rise by 5 
percent, real public sector investment by 15 percent, and real 
credit to the private sector by 20 percent. Finally, a modest 
current account deficit and a further buildup in international 
reserves will be financed by a substantial net inflow on the 
capital account. However, while economists from the private 
sector agreed that GNP growth will be around 2 percent, almost 
all agreed that the 1987 inflation rate is most likely to 
exceed 1986 rate of 106 percent. 


II. 1986: Recent Developments 


A. Production and Employment. Real GDP growth fell an 
estimated 3.5 percent and GDP per capita by an estimated 5.4 
percent in 1986. Among the primary reasons were a marked 
decline in activity in the petroleum sector and_ sharply 
declining public investment. Industrial production fell an 
estimated 5.5 percent compared to a 1.9 percent increase in 
1985. Every major sector except the electricity sector con- 
tracted compared to 1985. Output of beer, petroleum, iron, 
steel, and cars and trucks took especially sharp turns for the 
worse. By contrast, car engine and basic petrochemicals 
production expanded solidly or held steady (see Table 1). 
Firms that oriented production for export performed best. The 
manufacturing. index declined 3.3 percent through November (see 
Table 2). Durable and capital goods production were stagnant. 
In the first ten months of 1986 manufacturing employment 


declined 5.7 percent; man-hours of work in this sector fell 2.7 
percent. 
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Table l 
Industrial Production, 1985-1986 
(Percent Change) 
1986 
1985 (Thru Nov.) 
General Index 
Mining 
Manufacturing 
Construction 
Electricity 
Petroleum 
Selected Sub-Indexes 
Beer 
Hydrocarbon Extraction 
Petroleum Refining 
Basic Petrochemicals 
Cement 
Iron 
Steel 
Cars and Trucks 
Car Engines 


-4.3 
-8.1 
-3.3 
“11.2 
6.9 
-10.4. 


-9.7 
-12.1 
-12.4 

3.3 

-4,2 
-19.0 
-18.2 
-10.5 

92.0 
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Table 2 
Manufacturing, 1985-1986 
(Percent Change) 


1986 
(Thru Nov.) 
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General Index 
Consumer Goods 
Durables 
Non-Durables 
Intermediate Goods 
Capital Goods 
Sub Index (1986 through October) 
Food, Beverage and Tobacco 
Textiles and Clothing 
Wood Products 
Paper and Printing 
Chemicals, Rubber, Plastics 
Minerals (non-metal) 
Metal Products and Machinery 


-3.3 
-4.6 
-6.5 
-4.3 
-2.6 
-0.35 
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-14.0 
-0.31 
-32.2 
6.2 
1.0 
-2.5 
-17.0 
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Gross fixed investment dropped 16.1 percent through November. 
This was largely because substantial buildup in inventory 
occurred as idle capacity reached an average of 35 percent. 
Imports of machinery and equipment were down over 50 percent 
(see Table 3). 





Table 3 
Gross Fixed Investment, 1985-1986 
(Percent Change) 


1986 

(Thru Nov.) 
General Index -16.1 
Construction ~higd 
Domestic Machinery and Equipment 0.3 
Imported Machinery and Equipment -51.0 


Although official figures put the unemployment rate at less 
than 10 percent, approximately 4.4 million (17.8 percent) of 
the economically active population of 24.7 million workers were 
unemployed in 1986, according to figures published by the 
Finance Ministry.  Underemployment was estimated at 30 to 40 
percent of the economically active workforce. Unemployment and 
underemployment have become more serious problems in Mexico in 
recent years because the economy has’ stagnated. Between 
800,000 and 1 million people enter the Mexican workforce each 


year but new employment opportunities created have been much 
lower. 


B. Public Finance. The public sector financial deficit rose 
from 4.5 trillion pesos in 1985 (9.9 percent of GDP) to 10.7 
trillion pesos at the end of November 1986. The deficit was 
projected to be 13 trillion pesos, or 16 percent of GDP at 
year-end. (The International Monetary Fund target was 16.9 
percent of GDP.) Public sector income increased 45 percent to 
21 trillion pesos (-24 percent in real terms) and public sector 
expenditures increased 68 percent to 31 trillion pesos (-12 
percent in real terms) through November. The sharp fall in 
petroleum revenues together with higher interest rates on a 
rising stock of internal debt were the principal causes of the 
sharp rise in the public sector deficit in 1986. 


Revenues from PEMEX, the state-owned oil company, contributed 
37 percent of total public sector revenues in 1985, but only 30 
percent of these revenues through November 1986. PEMEX 
revenues were down 40 percent in real terms from the level of 
December 1985. Non-petroleum revenues were down 15 percent in 
real terms, reflecting the general decline in economic activity. 
On the expenditures side, total public sector interest payments 
jumped 116 percent (13 percent in real terms) through November 
1986. Interest expense was 58 percent of total public sector 
revenues and 40 percent of total expenditures in 1986, compared 
to 39 percent of revenues and 31 percent of expenditures in 
1985. The operational deficit, which adjusts for’ the 
inflationary component of interest payments on the internal 
debt, was estimated to be 1.4 trillion pesos (1.7 percent of 





GDP) at year-end. (The IMF target was 2.1 percent of GDP.) 
The primary’ balance, which excludes interest payments 
altogether, was 2.9 trillion in surplus through November, 
Slightly above the year-end target of 2.7 trillion (3.3 percent 
of GDP). 


Since practically no foreign financing was available to Mexico 
in 1986, the government's credit needs had to be met almost 
entirely from internal sources. The result was a severe short- 
age of credit to the private sector. Furthermore, the 
expansion of internal credit to finance the public. sector 
deficit more than doubled the internal public debt in nominal 
terms. With the average cost of funds for the government close 
to 95 percent by the end of 1986, the government was spending 
several times as much to service the internal public debt as it 
was to service the external debt. 


C. Inflation. Consumer prices rose 105.7 percent and producer 
prices rose 102.3 percent in 1986, compared to 63.7 percent and 
61.1 percent, respectively, in 1985 (see Tables 4 and 5). 
Among the most important reasons for the acceleration in the 
rate of inflation were the public sector deficit, the rapid 
devaluation of the exchange rate, and government efforts to 
reduce subsidies by adjusting prices of non-controlled and 
subsidized products. 


Table 4 
Consumer Price Index, 1986 
(Percent Change) 


For For 
Low Medium 
Income Income 


Family Family 


General Index 442.5 108.6 
Food 116.2 111.0 
Clothing 90.7 98.2 
Housing 98.2 95.6 
Household Items 109.7 110.4 
Health Care 123.4 117.0 
Transportation 151.2 129.7 
Education 103.9 113.2 
Other Services A203 94.3 
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Table 5 
Producer Price Index, 1984-1986 
(Percent Change) 


1984 1985 1986 


General Index 60.1 61.1 102.3 
Agroindustry 75.4 74.7 102.6 
Mining tase 99.4 135:5 
Petroleum sa53 70.8 $3.5 
Machinery and Equipment 34.7 53.4 108.1 
Construction ie 60.5 95.9 
Electricity 70.4 54.8 120.5 


Government deficit spending put upward pressure on prices 
because an estimated one-third of the deficit was financed by 
the Bank of Mexico through Treasury Bill purchases or direct 
lending to the public sector. The large public deficit also 
put pressure on prices from the cost side. Effective interest 
rates of upwards of 140 percent for private firms boosted 
interest expense to an average of 30 percent of sales from only 
20 percent in 1985 and placed inevitable pressures on firms to 
raise prices. In addition, the 150 percent drop in the con- 
trolled (dollar-purchase) exchange rate boosted prices for 
imported inputs to Mexican industry and contributed an 
estimated 20-30 percent of the overall rise in prices in 1986. 
Finally, prices and fees for government-supplied or subsidized 
goods and services rose 117.7 percent. By contrast, non- 
controlled product prices rose only 100.1 percent (see Table 
6). Price-controlled products accounted for 38 percent of 
consumer price inflation in 1986, compared to 33 percent in 
1985. Prices for all forms of transport, for electricity, and 


for most basic consumer goods rose substantially in real terms. 
(see Table 7). 


Table 6 
Price Controls and Inflation, 1984-1986 
(Percent Change) 


Share 1984 1985 


General Inflation 100 59.9 63.7 
Non-price controlled 


products 66 57.0 64.3 
Price-controlled 


products 34 63.9 62.5 
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Table 7 
Major Changes in Prices of Selected 
Goods and Services Provided or 
Subsidized by the Public Sector 
(Percent change) 


Public Goods and Services 
Leaded Gasoline 

Unleaded Gasoline 

Diesel 

Average Electricity Rates 
Urban Transport 

Air Transport 

Rail Transport 

Fertilizer 

Average 


Subsidized Goods 
Tortillas 

Bread Rolls 

Milk 

Eggs 

Meat 

Cooking Oil 
Average 


1/ Through September only. 


Inflation last year caused particular hardship for low income 
groups. Prices paid by a family earning the minimum wage rose 
112.5 percent as against 108.6 percent for families earning one 
to three times the minimum wage and 103.3 percent for families 
earning three times the minimum wage and upwards. Food, health 
care, transportation and education costs hurt low’ income 
families most (see Table 4). 


Producer prices rose 102.3 percent in 1986, with prices in 
mining, electricity and machinery and equipment rising 
fastest. Producer prices rose 10.1 percent in January 1987 and 
this will be passed through to the retail level in coming 
months. Thus, it is unlikely that a downward trend in consumer 
inflation will occur soon (see Table 5). 


The minimum wage rose by a cumulative total of 101.5 percent in 
1986 in the wake of upward adjustments of 33.1 percent in 
January, 25.1 percent in June, and 21 percent in October. 1986 
was the fifth consecutive year minimum wage earnings lagged the 
increase in consumer prices. Minimum wages were raised again, 
by 23 percent, on January 1, 1987, thereby bringing the minimum 
wage in Mexico City to 3,050 pesos (a little over $3) by the 
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end of that month. This most recent increase brought the 12 
month cumulative increase to only 86.2 percent as against 
inflation of 104.4 percent over this same period (see Table 
8). Between the end of 1982 and the end of 1986 real minimum 
wages in Mexico fell by more than 40 percent. 


Table 8 
Price and Wage Trends, 1986 


Monthly Change Last 12 Months 
CPI Minimum Wage CPI Minimum Wage 
Year-end 1985 6.8 S3.7 54.0 


January 1986 
February 
March 

April 

May 

June 


65.0 57.1 
66.4 57.1 
67.6 57.1 
71.1 57.1 
76.4 57.1 
83.2 66.5 


July 
August 
September 
October 
November 
December 


85.8 66.5 
92.3 66.5 
96.4 66.5 
99.6 101.5 
103.7 101.5 
105.7 101.5 
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January 1987 8.1 104.4 86.2 


D. Monetary and Financial Policies. Growth of the monetary 
base and the money supply consistently lagged inflation again 
in 1986 (see Table 9). Restrictive monetary policy was the 
primary tool used to combat inflation even though the cost was 
Significantly higher interest rates. At the same time, high 
real returns on financial assets in Mexico encouraged a 
Significant repatriation of capital and helped to stabilize the 
free exchange rate. 
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Although growth of the monetary base and monetary aggregates 
was negative in real terms throughout 1986, a definite upward 
trend in monetary expansion was registered in the final 
quarter, particularly M-5, which is the broadest measure of 
money (see Table 9). The major reasons for quicker money 
growth were the growing credit needs of the federal government 
and an increase in capital inflows. 


Table 9 
Selected Financial Indicators 


Interest Exchange 

MB 1/ M-5 1/ CPI Rates 2/ Rates 3/ 

17.4 48.0 63.7 70.41 447.50 

36.7 $9.7 58.4 49.47 226.31 

30.2 56.2 $3.4 55.81 a4ansha 

22.6 $9.5 57.6 63.00 370.50 

17.4 48.0 63.7 70.41 447.50 

41.0 4/ 98.5 105.7 95.25 922.00 

25.9 50.9 67.6 76.71 486.50 

ii y 70.5 83.2 82.38 644,50 
III 27.9 67.9 96.4 92.45 770.50 
IV 41.0 4/ ‘ 98.5 105.7 95.25 922.00 


1/ Percent change, end of period over same period in prior 
year 


2/ Annual bank interest rate on 90-140 day deposits at end of 
period. 

3/ End of period market exchange rate (pesos/U.S. $). 

4/ Estimate for fourth quarter and year. 


Since early 1986, an increasing share of the public's financial 
resources has been channeled into the non-banking’ sector. 
Higher-yielding, highly liquid money market assets such as 
Treasury bills, bankers' acceptances and commercial paper have 
been more attractive than the traditional term deposits and 
certificates offered by the (nationalized) commercial banks. 
In addition, an increasing but still relatively small pro- 
portion of financial savings has been invested in the stock 
market. 


With the impetus of burgeoning demand for a variety of 
financial instruments, both the money market and the _ stock 
market boomed in 1986. The value of treasury bills, bankers’ 
acceptances, commercial paper, and PAGAFES (a dollar-linked 
government debt instrument) circulating in the money market at 
year-end 1986 reached 4.6 trillion pesos, a 173 percent nominal 
rise (33 percent in real terms) for the year. The stock market 
index rose 320 percent (104 percent in real terms) in 1986. 
The Mexican Bolsa was by far the number one performing market 





in the world in local currency terms and number two (up 106.1 
percent) in dollar terms, just behind Spain (112.8 percent) and 
just in front of Italy (105.9 percent). The market's rise was 
spurred by expectations of better times in 1987 for many firms 
as foreign credit becomes available and as some _ firms 
capitalize liabilities. In addition, market prices remained 
low relative to earnings and book value throughout the year. 
In the face of rising demand, no new share issues or stock 
splits took place. 


E. Exchange Rates. Mexico now has three exchange rates which 
usually change daily. The controlled exchange rate is fixed 
each day by a special interagency committee at the Bank of 
Mexico. It applies to most exports and imports and debt 
payments. The official free rate is also set by the Mexican 
authorities each day and is the rate commercial banks use to 
buy and sell dollars. The private free rate is the rate 
offered at the exchange houses. The government generally tries 
to ensure that the controlled, official and private free rates 
are kept quite close together. 


The controlled peso exchange rate fell at a predictable rate 
somewhat above the rate of consumer price inflation in every 
month except December. At year-end, the controlled peso had 
fallen almost 150 percent and the free market peso 106 percent 


compared to one year earlier. Taking the U.S.-Mexico inflation 
differential into consideration, the controlled peso declined 
20 percent while the free market peso appreciated slightly 
(The main reason for appreciation of the free rate was a large 
inflow of private capital during the latter part of the year.) 


On January 5, 1987, the Mexican government inaugurated a 
futures market for pesos--the Short-Term Exchange Rate Coverage 
Mechanism. The purely peso market enables firms to buy or sell 
what amounts to insurance against the future price of the 
dollar at the controlled exchange rate for one, three and six 
months. Thus far, only corporations and parastatal companies 
that have obtained government permission may buy or sell 
futures contracts; only financial intermediaries designated by 
the government may operate in the market. 


F. Balance of Payments The external sector ended 1986 in 
better shape than expected. Although the value of crude 
petroleum exports registered an almost 60 percent decline for 
the year, non-petroleum exports grew 30 percent compared to 
1985. Non-petroleum exports responded to both the competitive 
real exchange rate and renewed government efforts to liberalize 
trade. Depressed internal demand also freed resources for 





export. Merchandise imports fell 16 percent. The trade 
Surplus of about $4.4 billion was almost 50 percent below 


1985's trade surplus, but considerably above the $2 billion 
trade surplus predicted earlier in the year. 


In services, tourism and in-bond industries registered healthy 
gains while lower international interest rates oa $1.3 
billion off the country's interest payments in 1986 versus 
1985. As a result, the current account deficit was an 
estimated $1.1 billion (see Table 10) as opposed to the $3.5 
billion current account deficit predicted at mid-year. 


Table 10 
Mexico's Balance of Payments 
(U.S. Dollar Millions) 


Percent 
Jan.- Change 
Sept. 1985/1986 
1985 1986 (Est. ) 
Current Account 
Balance 541.0 -1,727.2 N/A 


Merchandise Trade 
Balance 8,406.0 2,490.4 
Tourism (Net) 1,051.7 865.6 
In-Bond 1,281.5 968.0 
Frontier Transactions 
(Net) -413.9 -196.8 
Interest Payments -9,917.1 -6,400.6 
Other E3ze7 546.2 N/A 


Capital Account 
Balance -1,276.1 1,010.4 N/A 


Private Sector 

Capital (Net) -1,835.1 1,299.8 N/A 
Public Sector 

Capital (Net) 559.0 -298.5 4 N/A 


Errors and Omissions -1,688.3 -770.0 N/A 


Reserve Change 2/ -2,423.4 -1,486.8 N/A 


1/ Derived. 
2/ Includes denonetization of gold and silver and valuation 
adjustments, 
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Perhaps most unexpected, however, was the net inflow of private 
capital, estimated to have been as high as $1.5 billion. 
Returning private capital offset small net inflows of foreign 
credit and helped produce an estimated capital account surplus 
of $1.2 billion for the year. Private capital returned for two 
principal reasons. First, the combination of highly positive 
real interest rates and more predictable exchange rate 
movements Guring much of 1986 ensured highly attractive returns 
to Mexican investments as measured in dollars. Second, 
restrictive monetary policy created a shortage of credit and 
forced some private firms to bring money into the country from 
abroad to finance working capital needs. Short-term assets 
held by Mexicans abroad were drawn down by $1.5 billion in the 
first three quarters of 1986 alone versus a $244 million 
buildup in those short term assets over the same period in 1985. 


The errors and omissions category showed a_-— significant 
turnaround in the first three quarters of 1986--an outflow of 
only $770 million versus an outflow of $1.2 billion in the 
first three quarters of 1985. Moreover, for the year as a 
whole, errors and omissions were estimated to have reached a 
$400 million surplus compared to a negative balance of $1.7 
billion in 1985. Because the balance of trade, the current 
account and the capital account registered some improvement 
over initial expectations for 1986, the central _ bank's 
international reserves grew a modest $500-$700 million to reach 
$6.3-$6.5 billion (gross) at year-end. 


The structure of merchandise exports reflected the growing role 
of non-petroleum trade. Whereas petroleum exports were 67.5 
percent and non-petroleum exports 32.5 percent of total exports 
of $21.9 billion (F.0O.B.) in 1985, petroleum exports were just 
under 40 percent and non-petroleum exports approximately 60 
percent of an estimated $15.8 billion in total merchandise 
exports in 1986. Agro-industrial exports rose 67.4 percent and 
manufactured exports rose 28.6 percent through November 1986. 
Agro-industrial exports accounted for 13.4 percent and manu- 
factures 44 percent of total exports in 1986, versus 6 percent 
and 24 percent, respectively, in 1985. By contrast, the 
structure of merchandise imports changed little. Agro- 
industrial imports represented 7 percent and manufactured 
imports 87 percent of total imports of $11.4 billion in 1986; 
the proportion was approximately 11.5 percent and 84 percent, 
respectively, of an estimated $13.5 billion in total imports in 
1985. Overall, the 16 percent decline in merchandise imports 
was modest given the 3-4 percent dron in real GDP. 


The in-bond industries continued to be the second largest 


source of foreign exchange after petroleum. Maquiladoras 
earned the country $968 million in the first three quarters of 





1986 and and an estimated $1.3 billion for all of 1986. 
Tourism retained its number three ranking as a foreign exchange 
earner, bringing in a net $865.6 million in the first three 
quarters of 1986 and an estimated $1.1 billion for the year. 


The strength of the dollar as well as European and Japanese 
currencies against the peso enhanced the attractiveness of 
Mexico as a tourist destination. The number of tourists 
arriving in the first eleven months of 1986 was 9.4 percent 
above the number coming in during the same period a year 
earlier. The average dollar expenditure per day fell from 
$43.9 in 1985 to $39 in 1986, however. 


G. External Debt. Because Mexico received little net new 
foreign credit in 1986, the foreign debt grew to only about 
$100 billion compared to the $103 billion that had been pro- 
jected for the year (see Table 11). 


Table ll 
Mexico's External Debt 
(U.S. $ Billions, December 1986 Estimate) 


1985 1986 (E) 


Public Sector 75.0 75.0 


By creditor: 
Commercial Banks 57 
IBRD/IDB Ve 
IMF 4. 
wa 
9 


Other 
B. Mexican Banks 5.0 ° 
C. Private Sector 17.4 16.0 
D. Total (A + B + C) 97.4 100.0 
Mexico's creditors by nation are shown in Table 12. The latest 


figures available are for March 1986, but the distribution of 
debt by country has change little since. 
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Table 12 
Mexico's Creditors 
(Percent of Total Debt) 


March 1986 


United States 

Japan 

United Kingdom 
International Organizations 
France 

Canada 

Germany 

Switzerland 

Others 


Total 


Mexican foreign debt increased 2.6 percent in nominal terms and 
1.5 percent in real terms in 1986. The ratio of interest to 
exports rose from 33 percent in 1985 to 35 percent in 1986 and 
is expected to fall to 28 percent next year. 


Mexico is expected to borrow $12-$14 billion from bilateral, 
multilateral and commercial bank sources over the next 18 to 24 
months. The bulk of foreign credits that make up the financing 


package should begin to be disbursed in 1987, most likely in 
April. 


H. Tax Law. A new tax law was drawn up in 1986 with the 
intention of increasing government tax revenues by 1.3 percent 
of GDP over the next five years. The two key provisions of the 
law are: only the non-inflationary component of firms' interest 
expense will be tax-deductible; and certain forms of investment 
Will benefit from accelerated depreciation of up to 90 percent 
of the asset in the first year. The law is designed to promote 
productive real investment in the economy. It will be phased 
in over the next five years (with only 20 percent of the new 
law applicable in 1987), so firms will be able to adjust pro- 
gressively to its provisions. 


I. Outlook for 1987. Economic performance in 1987 will be 
better than in 1986. The government's strategy is to pursue 
restrictive monetary and fiscal policies for the first several 
months of the year in order to combat inflation, which GOM 
still regards as its top priority. The following are the 


Mexican government's four major economic policy objectives for 
1987. 
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Encourage moderate, job-creating economic growth; 
Continue the battle against inflation; 


- Promote structural change; 
- Decentralize industry and reduce urban concentration. 


Specific policies to achieve those objectives: 


1. Make more credit available to the private sector; 
2. Stimulate long-term productive investment via investment- 
oriented tax reforms; 
Boost public investment in a selective and orderly manner 
by 15 percent in real terms; 
- Reduce the public sector deficit; 
- Moderate cost pressures and inertial inflation; 
- Consolidate and streamline inefficient industries; 
- Modernize the industrial plant; 
- Sell off parastatal companies. 


The Mexican authorities believe more frequent but smaller 
adjustments in public sector prices can be implemented without 
boosting inflation significantly. They do not believe public 
investment-led growth in the second half of the year will be 
inflationary if it is specifically geared to stimulating 
sectors with a large amount of idle capacity. In addition, the 
authorities expect reduction of the public sector deficit and 
greater availability of external credit to help ease credit 
conditions, mitigate upward pressures on prices, and stimulate 
private sector expansion. Finally, the authorities plan to 
continue to depend heavily on monetary policy to temper 
inflationary expectations. 


Table 13 shows the government's major macroeconomic’ and 
financial projections for 1987. Among the most critical of 
these are: economic growth, 2 percent; inflation, 70-80 
percent; average interest rates as measured by the average cost 
of funds to banks, 82 percent; and no change in the real 
exchange rate. 


Table 13 
GOM Economic Projections for 1987 


Real Gross Domestic Product 
Inflation (Consumer prices) Dec.-Dec. 


Public Sector Finances (Percent GDP) 
Financial Deficit 
Excluding Interest 





External Sector 
Trade Surplus 
Current Account 
Non-Petroleum Exports 
Total Imports 
Crude Petroleum Exports 
(million bbls day) 


Financial Variables (Dec.-Dec.) 
Money supply (M-1) 
Average Cost of Funds to Banking 
System (CPP) 
Increase in External Public Debt 
($ million) 5 
Real Exchange Rate 0 


External credits are expected to play a critical part in 
helping the government achieve its goals, particularly those 
for growth, inflation, and interest rates, Moreover, the 
government believes final approval of the external credit 
package will provide a critical vote of confidence in the 
country's economic policies and promote further’ capital 
repatriation. 


III. Foreign Investment and the Debt/Equity Swap Program 


According to the National Foreign Investment Commission (NFIC), 
the value of new foreign investment authorized in Mexico 
reached $2.3 billion in 1986, an increase of 24 percent over 
1985. Not all authorized investment actually flowed into the 
country, however. New investment recorded in the balance of 
payments was $861 million in the first three quarters and an 
estimated $1.3 to $1.4 billion for all of 1986, versus $490 
Million in 1985, The jump in new investment was largely a 
function of rapid growth in debt/equity swap transactions in 
the second half of the year (see below). 


Total authorized foreign investment at the end of 1986 was 
$16.9 billion, an increase of 57 percent over 1982 when the 
current administration took office. About 78 percent of 
foreign investment is in manufacturing, 12 percent in service 
industries, 8 percent in commerce and 2 percent in mining. The 
United States is the leading source of foreign investment with 


59.8 percent of the total, followed by Switzerland, Germany and 
Japan, 


Mexican foreign investment laws reserve certain economic 
sectors to the government, others to Mexican nationals, and 
generally limit foreign ownership to 49 percent. Exceptions to 





the latter rule must be approved on a case-by-case basis by the 
NFIC, based on such factors as export orientation and 
technology transfer. Under NFIC General Resolution No. 2 to 
the Foreign Investment Law, in-bond plants (maquiladoras) may 
be 100 percent foreign-owned. 


The NFIC has made a number of improvements in the processing 
and treatment of applications in recent years, It must now 
respond to applications within 30 working days of receipt. It 
no longer requires approval for certain plant or office 
expansions or for the transfer of shares among foreigners for 
existing operations of foreign firms in Mexico. It has 
introduced the concept of “neutral capital," whereby risk 
capital provided by a GOM-recognized international fund will 
not count as foreign capital. It has issued streamlined 
procedures for dealing with foreign investments by small- and 
medium-sized U.S. firms. 


Partly in response to Mexico's $100 billion foreign debt but 
Mainly to attract foreign investment, the government instituted 
a program of debt-equity substitution in May 1986. Under this 
program, a foreign investor can purchase Mexican public sector 
foreign debt at a discount (recently of as much as 40 percent) 
and tender it to the Mexican government in return for its face 
value in pesos at a variable discount, usually around 10 
percent, based on the nature of the proposed investment. (A 
tax of 0.25 percent is also levied.) The investor can then use 
these funds to make a new investment, increase equity in an 
existing firm, or retire debt of an existing company. In its 
first seven months, the debt-equity substitution program 
together with straight debt capitalizations by - private 
companies yielded over $1 biilion in new investment, almost 48 
percent of total new investment registered and authorized. In 
the next few months, the regulations are expected to be 
modified to allow Mexican investors with assets abroad to 
participate in the program. 


IV. Petroleum 


The Mexican economy remains heavily dependent on petroleum 
production and exports. Mexico is the world's fourth largest 
Oil producer and exporter. Its proven reserves represent seven 
percent of the world's known oil reserves, twice as much as 
U.S. proven reserves. 


Preliminary figures for 1986 show that total petroleum export 
earnings (from crude oil, refined products and petrochemicals) 
fell by nearly $8.5 billion to $6.1 billion (see Table 14). 
This was partly because export volume fell 10 percent but 
mostly because world market prices for oil collapsed. During 
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1985 Mexico exported an average of 1.44 million barrels per day 
of crude oil and earned $13.3 billion for those shipments, 
$25.33 per barrel. In 1986, crude exports averaged 1.29 
million bpd and earned only $5.6 billion, an average of only 
$11.83 per barrel. 


Table 14 
Petroleum Production 


Percent 
Total of 


Crude Crude Hydrocarbon Total 
Production Exports Exports Exports 
(Thousands of barrels/day) (U.S.$ Millions) 


1977 981 202 1,018.7 21.9 
1978 1,209 365 1,837.2 30.3 
1979 1,461 o23 3,986.5 44.7 
1980 1,936 828 10,401.9 68.0 
1981 2,312 1,098 14,574.0 75.0 
1982 2,746 1,492 16,594.5 79.0 
1983 2,665 1,537 16,164.9 74.9 
1984 2,685 1,525 16,601.3 69.0 
1985 2,630 1,438 14,606.0 68.0 
1986 2,428 1,290 6,132.0 38.9 


Crude oil exports began their sustained fall early in 1986 as 
other oil exporters cut into Mexico's traditional markets with 
aggressive net back and discounting pricing offers. In March 
the Mexican Government gave up fixed, official prices and 
adopted pricing formulas that cause the FOB prices for Mexico's 
two crude oils to adjust daily in relation to spot market 
prices for similar quality oils. In late 1986, the Mexican 
Government announced limits on the volume of crude oil exports 
in support of the OPEC production restraint agreement. 


The number of wells drilled in Mexico fell sharply during 1986 
largely because of declining sales revenues. PEMEX started 
drilling only 175 welis in 1986 (of which 57 were exploration 
wells and 118 were development wells) 43 percent less than in 
1985. According to the budget document approved by the Mexican 
Congress, PEMEX plans to start only 152 wells in 1987. This 
will mean less opportunities for U.S. firms selling drilling 
equipment and services in Mexico. 


V. GATT and Trade Liberalization 


Mexican GATT accession highlights a year that saw significant 
trade liberalization even though imports declined because of 
depressed domestic demand. Mexico, following through on a 





decision made in late 1985, spent the first part of 1986 
negotiating the terms of its entry into the General Agreement 
on Tariffs and Trade (GATT). On August 24, 1986, Mexico became 
GATT's 92nd member. As part of its GATT accession process 
Mexico "bound" all of its import duties at a ceiling of 50 
percent. In addition to this ceiling binding, Mexico agreed to 
bind at lower levels tariffs on 373 products. About 75 percent 
of these were lower binding sought by the United States, 
although in most cases the tariff bindings are at rates 
Significantly higher than those currently in effect. Mexico 
also agreed to open import quotas for a small number of 
consumer and intermediate goods, and to join the GATT Codes on 
Standards, Licensing, Customs Valuation, Anti-dumping, and 
Subsidies. 


During 1986 Mexico continued to liberalize its import 
policies. Approximately 90 percent of all tariff items are 
exempt from the prior import license requirement; however, 
since most food and some raw materials are still subject to 
prior licenses, only about two-thirds of Mexico's imports by 
value enter without prior licenses. Several duty reductions 
were implemented during 1986 as Mexico makes progress’ toward 
the goal of reducing its maximum tariff rate to 30 percent by 
November 1, 1988. Mexico has announced it will eliminate its 
remaining official import prices by the end of 1987. 


In addition to joining the GATT, under a Bilateral Subsidies 
Understanding with the United States Mexico eliminated its 
remaining subsidies on export financing at the beginning of 
1987. The United States and Mexico will attempt to negotiate a 
Bilateral Trade and Investment Framework Agreement during 1987 


in order to establish principles to govern trade and investment 
relations between the two countries. 


Vas Agriculture 


Mexico's 1986 agricultural production declined somewhat from 
the previous year. Good production yields offset a decline in 
planted area and limited the overall decline in output. Wheat 
and sorghum harvests increased in 1986 while corn, rice, 
soybeans and cotton production declined. Total grain 
production remained relatively stable and oilseed output 
declined approximately 15 percent. For 1987, high reservoir 
levels augur well for the crop cycle in irrigated areas; 
rainfall and soil moisture are adequate to begin plantings in 
temporal production regions. Less auspicious for 1987 output 
are the likely continued high cost of credit and inadequate 

official guarantee producer prices. 


In 1986, beef output rose about 5 percent because forage 
production continued to be abundant. Herd numbers recuperated 


as a result of favorable production conditions also. Weak 





internal demand led the Mexican government to nearly double the 
feeder calf export quota to slightly more than 1,000,000 head 
to prevent a sharp decrease in domestic beef prices. Poultry 
production (broilers) increased in 1986 because profit margins 
were high and because the lower cost of this meat encouraged 
substitution. Pork production suffered from short supplies of 
feed grains and protein meals starting in mid-1986 because the 
government permitted fewer imports. Swine producers 
reorganized and regrouped in late 1986, however, and pork 
production recuperated slightly as profit margins improved. 


Mexico's agricultural trade balance registered a $1 billion 
Surplus in 1986, compared to a $165 million deficit in 1985. 
The value of Mexico's total agricultural imports declined over 
15 percent in 1986 as the weakening peso and declining consumer 
purchasing power reduced demand for foreign agricultural 
products. The United States remained Mexico's predominant 
agricultural supplier, however. Feed grains, Oilseeds, 
vegetable oils, livestock and products, and planting seeds made 
up the bulk of Mexico's purchases. According to U.S. trade 
Statistics, Mexico imported $1.1 billion of U.S. agricultural 
products in 1986, down from $1.5 billion in 1985, Total 
Mexican exports of agricultural products increased nearly 60 
percent in 1986 over 1985. Mexico exported $2.02 billion in 
agricultural products to the U.S., its primary market, in 1986 
compared to $1.45 billion in 1985. Coffee, fresh vegetables, 
fruit, live animals and animal products accounted for the bulk 
of Mexico's sales to the U.S. 


VII. Business Opportunities and U.S. Commercial Services in 
Mexico 


a experienced severe recession in 1986 but the infusion of 
$13.7 billion in new money is expected to help stimulate the 
economy during 1987. Much of the new money will go into public 
sector capital projects, which in turn will provide renewed 
opportunities for both Mexican and foreign suppliers. The 
Mexican Government is expected to focus on infrastructure 
projects (especially housing construction), primarily those 
projects underway or already reviewed and approved by 
international lending institutions. 


Mexico has been the third largest market for U.S. exports in 
recent years. The country's population is young: 64 percent of 
all Mexicans are under age 24; 43 percent are under age 14. 
The literacy rate is above 80 percent, making Mexico one of the 
best potential markets in Latin America. Mexico's 
demographics, along with strong prospects for economic 
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recovery, make it a potentially very attractive market for U.S. 
exports. The leading opportunities as seen by the USFCS are as 
follows: 


1) Oil and Gas Field Machinery and Equipment. Petroleos 
Mexicanos (PEMEX), the Mexican state-owned oil company, is one 
of the largest in the world. Although recent declines in the 
price of oil have severely cut back PEMEX's program, PEMEX 
remains the major supplier of foreign exchange in the economy 
and it continues to buy needed telecommunications equipment, 
fire fighting systems, precision instruments, pumps, 
compressors and refrigeration equipment, oil well drilling and 
production equipment, cranes, measurement and control 
instruments, pipes, valves and fittings, cranes, and chemical 
products from foreign (primarily U.S.) suppliers. In 1986, 
PEMEX is estimated to have imported $233 million in machinery 
from the U.S. This figure is expected to grow to $294 million 
in 1989. 


2) Electric Power Production and Distribution Equipment. The 
Federal Electricity Commission (CFE) is the Government -owned 
utility company. It was allocated a capital budget of about 
$6.4 billion for the 1984-1988 period in which it was to 
diversify electricity production through a program which 
included hydro, petroleum, nuclear, coal, and geothermal 


power. Electricity rates have been subsidized in Mexico and 
even though rates they increased steeply in the past year, they 
have not yet met costs, causing the Government to halt all new 
projects. Only plants already under construction will be 
completed. Despite these cutbacks, imports from the U.S. are 
estimated to have reached $57 million in 1986. Among the most 
needed items are turbo-generators and parts, turbines and 
parts, measurement and control instrumentation, reactors, 
transportation equipment (aircraft, helicopters, and parts) and 
radio equipment. 


3) Computers, Software, and Peripherals. In 1986 imports of 
computers, software and peripherals from the U.S. totalled 
about $150 million. This market is expected to grow to almost 
$200 million by 1989, The microcomputer, peripherals, and 
related software sector is enjoying the highest rate of growth. 


4) Agricultural Equipment. Mexico is estimated to have 
imported about $185 million in agricultural equipment from the 
U.S in 1986. Imports are projected to grow at the rate of 9 
percent per year through 1989. Leading sales prospects are 
wheeled tractors (over 150 HP), harvesting equipment, 
foraging/silage/ mowing equipment, plowing/cultivating/planting 
equipment, fertilizing/spraying/dusting equipment, and poultry 
and dairy equipment. 





5) Machine Tools and Metalworking Machinery and Equipment. 
The machine tools market in Mexico is projected to grow at 
about 18 percent per year, moving from a total market of $342 
million in 1986 to over $500 million in 1989, U.S. exports, 
currently about $141 million, will grow at about 15 percent per 
annum. Best sales prospects are boring and drilling machines, 
gear cutting and finishing machines, lathes, milling machines, 
mMetalcutting machines, presses, special dies and _ tools, 
industrial molds, precision measuring tools, arc welding 
machines, and punching, shearing, bending, and forming machines. 


6) Other Promising Areas. Other areas of high interest to 
American firms are ceramics and glass equipment, hotel and 
restaurant equipment, telecommunications equipment, medical 
equipment, instruments, and supplies, and pollution control 
equipment and instrumentation. Market profiles on all of the 
abovementioned sectors are available from the U.S. Department 
of Commerce, its District Offices, and from the Commercial 
Section of the American Embassy in Mexico City. 


In 1986 leading U.S. non-agricultural exports to Mexico 
included: Chassis parts, electronic tubes (not TV), electrical 
switches, ignition wiring sets including parts, parts for 
office machines, radiotelegraphics equipment, automotive parts 
(pistons), generators, petrochemical hydrocarbons, chemical 


wood pulp, paper, crude petroleum, agricultural products (corn, 
sunflower, sorghum), fertilizers, plastic resins (polyethylene 
and polypropylene), chemical products, telephonic apparatus, 
parts for aircrafts, shovels, compressors, generators, 
elevators, hoists, boxes, bags, and other packaging materials, 
and ignition magnets. 


Eximbank medium term lines of credit are available for Mexico 
and can be utilized by U.S. exporters as circumstances demand. 
These lines have not been fully used in the past because 
Mexicans prefer longer term credits where available and because 
some private sector importers hesitate to contract new dollar 
debts and the associated exchange rate risks. 


The U.S. and Foreign Commercial Service was created by the U.S. 
Congress in 1980 within the U.S. Department of Commerce to 
provide focused support to U.S. firms wishing to export. In 
Mexico, the US&FCS maintains a staff of five American officers 
and nine Mexicans in the U.S. Embassy, as well as a staff of 
three Americans and 14 Mexicans in the U.S. Trade Center in 
Mexico City. It also maintains one American officer and two 


Mexican staff in each of the consulates in Monterrey and 
Guadalajara. 





Among the services provided by the Foreign Commercial Service 
(Mexico) are business and investment counseling, a business 
assistance office/information center, market research, 
assistance in locating agents/distributors/representatives 
and/or joint venture partners. It also provides financial 
profiles of Mexican firms, assistance in resolving trade and 
investment complaints, information on Mexican government and 
private sector trade opportunities, information on Mexican 
government policies, trade promotion, assistance in organizing 
trade missions, representation of U.S. business interests 
before both the Mexican and U.S. governments, and help in 
organizing trade exhibitions on a regular basis. Information 
on these services may be obtained from any of the 49 District 


Offices of the US&FCS in major cities throughout the United 
States. 


The U.S. Trade Center, located in the heart of the business and 
financial district in Mexico City, has scheduled the following 
exhibitions for 1987: Plastics, February 10-13; Computers, 
April 7-10; Commercial Representation, May 12-14; Automotive 
Maintenance and Repair Equipment, June 9-11; Petroleum 
Machinery and Equipment, July 7-10; High Tech (Monterrey), 
August 11-13; Food Processing Equipment, September 22-25; 


Ecology, October 6-8; and Quality Control and Laboratory 
Instruments, December 8-10, 1987. 


For information on any of the above exhibitions, please contact 
the Show Promotion Officer, U.S. Trade Center, P. O. Box 3087, 


Laredo, TX 78044-3087. Telephone 905/591-0155. 


The U.S. Travel and Tourism Administration has a staff of three 
American and six Mexican employees in Mexico who promote travel 
to the United States from Mexico and from other countries in 
Latin America. The USTTA holds an annual exhibition in 
February at which travel wholesalers can present their packages 
to the Mexican travel trade. For further information please 
contact the Director, U.S. Travel and Tourism Administration, 
P.O. Box 3087, Laredo, TX 78044-3087. Telephone 905/520-2244, 
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